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S&P 500 Index 

+26.81   +1.6% 

Dow Jones Industrial Average 

+295.03  +1.97% 

NASDAQ Composite 

+16.08   +0.43% 

Last week the markets couldn’t quite make up 

their mind.  In the beginning of the week  it 

seemed as though the markets were in panic 

mode.  The panic was most pronounced in the  

Nasdaq, where many companies that were not 

backed by fundamentals saw double digit 

losses.  I gave some examples of these types 

of stocks two weeks ago in this newsletter.  By 

the end of the week stocks began to rally and 

all major stock indices ended the week higher.  

The bond market was less impressed with 1 

month treasury bills rising to 25 basis points 

(0.25%) and staying there.  This is more than 

double what it was last week when I wrote 

about the inverting yield curve. 

 There was another event of historical 

significance last week, when President 

Obama nominated Janet Yellen to be the first 

chairwoman of the Federal  Reserve.  This 

week we will look at Janet Yellen’s back-

ground and look for some insight into future 

policy decisions from her previous work. 

Background 

 Yellen is currently the vice chairwoman 

of the Federal Reserve.  She has served in 

that role since 2010, before that she presided 

over the San Francisco Fed going back to 

2004.  She also served as the chair of the 

council of economic advisors to Bill Clinton 

from 1997-1999.  Yellen has served in Aca-

demia for the majority of her career and is cur-

rently professor emeritus at Berkeley.  She is 

also married to the Nobel prize winning econo-

mist George Akerlof.  Much of her body of 

work is published jointly with Akerlof. 

 Janet Yellen clearly has devoted the 

majority of her life to economics, and as a re-

sult, she has a significant body of work that 

will give us some insight into her thoughts.  

She was also serving in positions of power 

during the Asian financial crisis, the tech bub-

ble, the recession that  followed 9/11, and 

Weekly Changes 

 

the housing crisis.  During his nomination 

speech, Obama stated that Janet Yellen saw the 

housing crisis coming when many did not.  The 

general consensus on wall street is that Yellen 

will be an interest rate dove, preferring further 

easing.  Next we will look at some of this work 

and see how true these claims are, and how she 

has made decisions in the past. 

Asian Financial Crisis 

 In 1998, when Yellen was Chair of the 

council of economic advisers under Clinton, she 

wrote a paper titled, “Lessons from the Asian 

Crisis.”  Yellen won points from me with the first 

sentence of her paper, “ Ex post attempts to 

identify the fundamental causes of a financial 

crisis always suffer from the problem of distin-

guishing insight from hindsight.”  I believe that 

humility and a lack of ego are essential charac-

teristics of a Fed Chair, because there will al-

most certainly be times when they are wrong.  

 In this paper she concludes that the 

cause of the Asian crisis was largely the result of 

opaque markets and long term debt financed by 

short term lending.  She also rights that she sup-

ported the bailout of these countries by the IMF.  

The IMF bailed out struggling Asian countries if 

they subscribed to a series of reforms that in-

cluded propping up the largest failed institutions  

https://www.financialtailor.com/posts/tech-bubble-2-0
https://www.financialtailor.com/posts/a-curvy-yield-curve
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clearly not on the table is allowing an unac-

ceptable rise in inflation.” Those were of 

course, different times, but it will be interest-

ing (pun intended) to see how she handles 

this issue in the future. 

Housing 

 In that same presentation she ex-

plained that, “...analyses do indicate that 

house prices are abnormally high—that there 

is a “bubble” element, even accounting for 

factors that would support high house prices, 

such as low mortgage interest rates. So a re-

versal is certainly a possibility.”  This presen-

tation, which happened in 2004 showed a lot 

of prescience on her part. 

Conclusion 

 There is only so much that we can 

glean from her past works.  She has a strong 

interest in behavioral economics and how it 

relates to employment.  She seems genuine-

ly passionate about economics, and I have 

no doubt that she will work hard to fulfill the 

dual mandate of the Federal Reserve. 

 

increasing government spending and lowering 

interest rates.  Her response to moral hazard is 

concerning to me.  In the paper she writes, 

“While I heartily agree that irresponsible lenders 

should not be bailed out, it turns out to be ex-

traordinarily difficult to punish such lenders with-

out causing catastrophic consequences in the 

affected countries and perhaps elsewhere.”  

While it is true that there will be economic pain in 

the short term, the long term consequences of 

bailing out the same institutions over and over is 

a much larger problem.  She even mentions J.P. 

Morgan by name later in the letter, which be-

came larger and created a more unstable finan-

cial system. 

Inflation 

 The typical Wall Street response concern-

ing Janet Yellen is that she is a dove, and will 

have a never-ending policy of easy money.  In 

fact, in reading some of her older work from the 

San Francisco fed, it appears that she might be 

more hawkish than expected.   

 In a 2004 presentation to the Salt Lake 

City community leaders luncheon she spoke of 

her concerns relating to higher energy prices 

that could result from Hurricane Katrina, and the 

impact that it could have on inflation.  She ex-

plains that inflation expectations are a self-

fulfilling prophecy, if people believe that there is 

inflation they will make decisions that increase 

this inflation.  She goes on to explain how that 

happened in the 70s, and how it is very difficult 

to reverse this spiral once it takes hold. She be-

lieves that the strong policies of Paul Volcker in 

the early eighties shocked the market and 

changed expectations. 

 This means that if inflation takes hold and 

market behavior changes to reflect this shift, she 

might advocate a policy shock, that is, a quick 

and rapid rise in inflation.  Near the end of the 

presentation she states, “One option that is  

http://www.frbsf.org/our-district/press/presidents-speeches/yellen-speeches/2005/october/update-on-the-us-economy/
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RISK SCORE 1 2 3 4 5 6 7 8 9 10 

Debt 66 54 48 40 33 27 19 15 8 8 

Short Term 28 21 19 16 14 10 7 5 3 3 

intermediate term 20 21 20 15 13 11 7 5 3 3 

long term 9 7 7 7 4 4 4 4 2 2 

floating 9 5 2 2 2 2 1 1 0 0 

           

Equities 18 27 33 41 47 51 59 64 71 71 

small cap 3 4 8 8 13 14 17 21 27 32 

mid cap 3 5 9 14 14 17 23 24 26 28 

large cap 12 18 16 19 20 20 19 19 18 11 

           

Other 16 19 19 19 20 22 22 21 21 21 

Reits 8 10 10 10 10 11 11 10 9 8 

Commodities 5 6 6 6 7 8 8 8 9 10 

currency 3 3 3 3 3 3 3 3 3 3 

           

total 100 100 100 100 100 100 100 100 100 100 

Strategic Allocation 

Conserva- Aggressive 

The Strategic allocation represents what should be the long term average of a portfolio.  That is, 

the average allocation of the portfolio should adhere to these risk allocations.  Different asset 

classes will outperform during different market conditions.  This allocation will change slowly as 

new information comes to light that will affect the long term performance of certain asset classes.  

We expect that portfolios that are more aggressive will outperform conservative portfolios over a 

longer period of time, but will experience a greater amount of volatility.   
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Overweight short term debt, par ticular ly for  more conservative clients.  This sector  should reduce in-

terest rate risk as well as market risk in the portfolio. 

 

Neutral intermediate term debt  

 

Neutral Long Term Debt, Long term debt has substantial r isk if interest rates r ise, but can still help 

alleviate losses in the event of a rapid stock market selloff.   This asset class has been oversold and we are 

using closed-end funds that are trading at a discount to net asset value to participate. 

 

Overweight on floating rate debt,  we are expecting slow and steady appreciation on floating rate notes. 

 

Underweight Small Capitalization Stocks, we are rarely underweight on this asset class, but due to con-

cerns in D.C. we feel that small cap stocks with a large domestic exposure may be at risk. 

 

Underweight Mid-Cap Stocks, we apply the same logic to this asset class as to small cap stocks.  

 

Neutral Large Cap Stocks,  We are more selective with large cap stocks, if signs of inflation pick up we 

will look to invest in large cap companies with high debt.  We are extremely bearish on tech companies with 

stretched earnings multiples. 

 

Neutral REITs, 

 

Neutral Commodities,  

 

Currency -  We are underweight the Euro.  We continue to recommend protecting any exposure to the yen.  

We are currently holding higher levels of cash generally. 
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